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CCDs not to be recharacterised as equity  

CCDs characterisation, CCDs to be not re-characterised as equity, reference to RBI policy 

not relevant 

Executive summary 

The Bangalore bench of the Income Tax Appellate Tribunal (Tribunal) examined the funding nature 

of CCDs - equity or debt - in view of the highly leveraged debt-equity ratio of the appellant. The 

Tribunal upheld appellant’s contention that CCDs cannot be re-characterised as equity. Not all 

characteristics of equity, such as voting rights and dividend payment, apply to CCDs and therefore, 

they cannot be regarded as equity. The Tribunal also rejected the reliance on the RBI policy for the 

purpose of taxation. 

Facts 

 The appellant, CAE Flight Training (India) Pvt. Ltd., paid interest at the rate of 15 percent upon 

issue of CCDs to its three associated enterprises (AEs), namely, Flight Training Mauritius, 

Emirates Dubai and CAE Hungary during AYs 2009-10 to 2013-14.  

 During the course of the assessment proceedings, three international transactions in respect of 

interest payments, one to each AE, were referred by the Assessing Officer (AO) to the Transfer 

Pricing Officer (TPO) for determination of their respective arm's length prices.  

 The TPO proceeded to determine whether the amount paid by the appellant to its AE is in the 

nature of interest or not. In that context he examined whether the appellant would have been 

in a position to borrow the amount as debt from third parties, in the same conditions the 

appellant exists. The TPO also wanted to examine whether CCDs are debt or shareholding 

activities.  

 To examine the above premise, the TPO stated that in a third-party scenario, no entity would 

lend to a company if its debt-equity ratio was already skewed. In that scenario, the funding 

can at best be as an investor, and not as a lender. To achieve that, the TPO applied UK 

transfer pricing guidelines that states thin capitalisation principles. Based on the UK rules, the 

TPO applied thin capitalisation principles and stated that it is equity investment rather than 

debt. The TPO thereby adjudged the interest payments to be zero.  

 To support his above contention, the TPO placed reliance on the decision of the special bench 

of the Hon'ble ITAT in the case of Ashima Syntex. In this case, the ITAT held that convertible 

debentures are nothing but a capital raising method. Issue of equity shares increases the 

capital base, through issue of convertible debentures, the ITAT bench stated. Finally, the ITAT 

stated that, “the loan or borrowings are not to be repaid but retained by converting into equity 

shares and therefore, it cannot be said to be a borrowing or a loan and will be regarded as 

equity capital”. 

 The TPO also relied on the RBI policy, issued in 2007, wherein the RBI stated that only fully 

and mandatorily convertible debentures should be considered as FDI. All other preference 

shares and debentures are to be considered as debt and hence governed by the ECB rules. 
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Taking cover of the above, the TPO re-characterised these CCDs as equity capital, and 

disallowed the interest thereon. 

 Aggrieved, the appellant filed an appeal before Commissioner of Income Tax (Appeals) 

[CIT(A)] for AYs 2009-10 and 2013-14.  CIT(A) held that CCDs were debt, and not equity. He, 

however, restricted interest to 12.62 percent and 13.25 percent, respectively, instead of the 

appellant’s claim of 15 percent. For AY 2010-11, the appellant had approached the Dispute 

Resolution Panel (DRP), which also ruled that CCDs were debt, and not equity. They 

determined the arm’s length price of interest payment using LIBOR-plus rate. With that, they 

also granted additional risk adjustment of 1 percent. For AYs 2011-12 and 2012-13, the DRP 

changed their position and ruled, in line with the TPO, that the CCDs were equity, and not 

debt. They disallowed any interest payment.  

 Aggrieved, the appellant went in appeal for all the above AYs. The tax department (Revenue) 

went in appeal before the ITAT for AYs 2009-10, 2010-11 & 2013-14. 

Questions before the ITAT 

The ITAT, based on the facts of the case, identified the following three questions: 

 Whether CCDs are debt or equity? 

 Whether interest on CCDs is an allowable expenditure? 

 If the interest is allowable, whether the allowed amount, as per arm’s length principle, should 

be based on LIBOR or PLR?   

Ruling of the ITAT  

 On the topic of thin capitalisation principles, as available in the UK TP guidelines, the ITAT 

observed that no disallowance could be made in India by applying this principle, as that is 

available in another country.   

 The ITAT negated the Revenue’s reliance on the case of Ashima Syntax as the issue in that 

case was regarding the allowance of expenses incurred on issue of CCDs. The ITAT ruled that 

the facts of this case are, therefore, different from the case of Ashima Syntax.   

 On the RBI policy 2007, the ITAT observed that the RBI policy is governed by what will be 

future repayment obligation in convertible foreign currency. Since the CCDs do not have any 

repayment obligation, the same was considered by RBI as equity, the ITAT stated. The ITAT 

further added that such definition of the term convertible debentures cannot be applied in 

other context such as allowance of interest on such debentures during pre-conversion period 

or regarding payment of dividend on such convertible debentures during pre-conversion period 

or regarding granting of voting rights to the holders of such convertible debentures before the 

date of conversion. Thus, the ITAT held that the treatment of CCDs given by RBI for the 

purposes of the FDI policy, cannot be applied to every aspect of  CCD and dividend will not be 

paid on CCDs before its conversion. 

 The ITAT went on to ask a question, whether the CCDs, before conversion can have voting 

rights and whether dividend can be paid on CCDs before conversion. It then ruled that for all 

these the answers are NO, and so till the date of conversion, interest can be allowed as a 

deductible expense. It further added to the ruling that CCDs are to be considered as debt only. 
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 On the issue of determination of ALP on interest payment for CCDs, the ITAT observed that the 

Revenue had done that in a cryptic manner. Considering that the TPO had not done a detailed 

ALP analysis, the ITAT remanded the matter to the TPO.   

Conclusion 

The ITAT distinguished the case from the ITAT special bench order in the case of Ashima Syntax 

and set the principles straight on the CCDs’ interest payments, considering CCDs to be debt and 

not equity. The ITAT did not arrive or conclude the arm’s length price for interest payments as that 

could bring uncertainty to the basic issue. What was achieved at this stage was that CCDs’ interest 

was to be considered as debt, and not equity. Even on this fundamental issue, further appeal in 

higher courts cannot be ruled out.   

Judgement: CAE Flight Training (India) Pvt. Ltd., [ITA No. 2006/Bang/2017, IT (TP) A Nos. 63 & 84/Bang/2015, 599, 2060 

& 2178/Bang/2016 & C.O. Nos. 83/Bang/2017 & 09/Bang/2018] 

References: Ashima Syntex Ltd. vs ACTT, Central Circle-2(3) reported at (2006) 100 lTD 247 (AHD.)(SB) 
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